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FOREIGN ExChANGE RISk MITIGATION 
TEChNIqUES IN MICROFINANCE INDUSTRy
Many borrowing microfinance institutions (MFIs) are not adequately 
managing their exposure to foreign exchange rate risk. The microfinance 
industry has increased its awareness and understanding of foreign 
exchange risk, however, there has not been any significant actions taken 
at the industry level. The best solution for an MFI is to avoid foreign 
exchange risk altogether and fund itself in local currency. There a 
number of strategies to accomplish this: Borrow from your local bank; 
Negotiate local currency loans from international lenders; Access local 
capital markets; Establish Policies on Foreign Exchange Management 
and Exposure; Use guarantees to increase local currency financing; 
Define foreign exchange risk tolerance levels; Negotiate back-to-back 





















































































































































































































































































forward	contracts	and	futures	(agreements	made	to	exchange	or	   
sell	foreign	currency
at	a	certain	price	in	the	future);   
swaps	(agreements	to	simultaneously	exchange	or	sell	an	amount	   
of	foreign	currency
now	and	resell	or	repurchase	that	currency	in	the	future);   





Using	conventional	hedging	instruments	eliminates	an	MFI’s	   
exposure	to	capital	losses	as	a	result	of	DC	depreciation.
Using	these	instruments	provides	access	to	capital	that	might	   
not	be	available	locally	or	to	capital	with	more	generous	and	
flexible	terms	than	are	available	locally.
Using	these	instruments	provides	the	means	to	eliminate	   
convertibility	or	transfer	risk	through	swap	arrangements.
Disadvantages





































See figure 1. back-to-back loan Structure
Advantages
Is	no    t	exposed	to	capital	loss	if	the	DC	depreciates.
Provides	access	to	capital	that	might	not	be	available	locally	   
and	can	mobilize	local	funds.83
Revista economică
Provides	access    	to	capital	that	has	potential	for	more	generous	
and	flexible	terms	than	are	available	locally.
Disadvantages
Is	still	exposed	to	increase	in	debt-servicing	costs	if	DC	   
depreciates.
Must	pay	interest	on	domestic	loan	and	the	difference	between	   
the	interest	charged	by	the	hard-currency	lender	and	the	interest	
earned	on	the	hard-currency	deposit.































See figure 2. letter of Credit Structure
Advantages
Is	not	exposed	to	capital	loss	if	DC	depreciates	(protects	against	   
devaluation	or	depreciation	risk).
May	leverage	cash	deposit	and	Letter	of	Credit	to	provide	a	   
larger	domestic	loan.
Provides	access	to	capital	that	might	not	be	available	locally	   
and	can	mobilize	local	funds.
Is	not	exposed	to	the	credit	risk	of	the	local	bank	because	no	   
hard-currency	deposit	is	placed	with	the	local	bank.
Is	not	at	risk	for	convertibility	or	transfer	risk	because	no	hard	   
currency	needs	to	cross	borders.
Disadvantages
Is	still	exposed	to	increases	in	debt-servicing	costs	if	DC	   
depreciates.
Is	more	difficult	to	obtain	than	back-to-back	lending.   
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